ABSTRACT
INTRODUCTION
n the auditing environment, there are many types of risk. Inherent risk and control risk are of particular interest when initially assessing whether or not to accept a company as a client. Generally, risks that are specific to an industry are referred to as inherent risk 1 while those based on a company's internal controls over financial reporting are referred to as control risk (Whittington & Pany, 2012) . These risks and overall client business risk are evaluated by an audit firm to determine whether it has the ability to conduct an audit in terms of its business risk.
Audit firms want to minimize legal liability and maintain a positive professional reputation for providing quality services; hence, firm management will assess the risk of potential (and current) client companies to determine if the firm can manage the inherent and control risk issues using audit functions to maintain a low level of audit risk. 2 Students are required to perform an initial evaluation of an audit client and provide a well-supported recommendation to the audit partner. First, each student is assigned a company and asked to gather data on the industry, the company and its upper management. Based on that information, the student will assess the level of risk and make an objective recommendation on whether to accept, accept and consider a risk-adjusted audit fee, or reject the client; they are also required to provide the reasoning or argument for the decision.
CASE
You are a new staff member of J. C. Smyth & Associates, a mid-sized accounting firm. Recently, you were assigned to Rhett McIntyre, an audit partner. This morning, he asked you to complete a preliminary assessment on a potential client and provide a memorandum summarizing your research and a recommendation on the actions the firm should take concerning the potential client. He said to expect an email message containing specific information on the assignment.
-----------------------------------------------------------Email Message --------------------------------------------------------------

Hello,
All new staff members have been asked to perform a preliminary assessment on an assigned company and prepare a one-page memorandum, with citation. The purpose of this assignment is to identify potential clients that our firm may or may not want to service in the near future.
Staff are to refer to the enclosed spreadsheet for an assigned company. If the company is no longer in business or has been delisted (i.e. removed from the stock exchange), immediately contact your supervising audit partner (i.e. your instructor) to be assigned another company. Moreover, staff are to spend no more than two hours obtaining research on the assigned company and its upper management. Specific guidance to complete the task is below.
GUIDANCE
1. Staff are to perform a background check on the company and obtain comparison industry information.
To complete this task, relevant qualitative (e.g., new chief officers, new product or service lines, legal issues, financially struggling versus healthy, etc.) and quantitative data (e.g., financial performance, ratios, etc.) for the past three to five years must be collected. The following sources should be considered: To locate such information, the following sources should be considered:
• the company website; • internet search engines; and • the local library databases and news sources (e.g., Wall Street Journal, New York Post, Reuters, etc.).
Staff are to evaluate the information and assign a level of risk to the company. The information will be used to assess the "tone at the top" of the company and to determine whether the firm would like to further pursue the company as a potential client.
To assess risk, approximately six to eight key events (hereafter, risk events) must be identified that decisively indicate the integrity and competence of upper management and the financial health of the company as a whole. Risk events may be negative, neutral, and/or positive. A brief description of each risk event should be collected for staff use and as potential support. Each event should be listed in a table, similar to those listed in Table 1 . III.
The directors of the company are directors of another company which is, according to market rumors, going to file for bankruptcy.
IV.
Company has a good CSR initiative. 1 5 5
4. Evaluate risk events and assign a value on the impact it has on making a judgment.
Staff are to evaluate each event using a scale of one to five, with five being the highest level of risk, to determine its overall potential impact on the potential client's business risk. The assessed value should be recorded, similar to that presented in the Table 1 , the third column from the left.
5. Evaluate risk events for the probability of occurrence that an audit procedure may not detect an issue and assign a value.
Staff are to assess the likelihood of the risk event resulting in a change in audit firm risk. To do this, each risk event must be evaluated for issues that may affect the audit firm's ability to conduct an audit (i.e., filed bankruptcy and may result in more staff hours or a specialist) and require an adjustment to the audit plan and estimated time budget.
3, 4
Staff will assign a value based on the probability of occurrence that an audit procedure may not detect an issue. The scale is as follows: Already occurred and will increase the estimated labor hours (5); probable (4); reasonably possible (3); low possibility (2); and no possibility (1). The assessed value should be recorded, similar to that presented in the Table 1 , the fourth column from the left. 6. Compute the risk level as the product of impact on decision and probability of occurrence.
Compute the risk level for each event as the product of impact on decision and probability of occurrence. A higher number/value indicates a higher level of risk. Staff accountants are to indicate his/her level of risk tolerance. The calculated value should be recorded, similar to that presented in the Table 1 , the far right column.
In the professional environment, auditors are required to provide support or evidence for a judgment yet they must be concise.
7. Create a memorandum.
Staff members are to create a memorandum that provides a (A) brief history of the industry; (B) a brief history of the company in relation to what is considered normal or an industry standard; and (C) identify and describe two points in the information to highlight the impact on your professional judgment (in terms of your accepted risk tolerance).
TEACHING NOTES
According to the Association to Advance Collegiate Schools of Business (AACSB) International accreditation standards, students must perform research and use technology as part of an AACSB accredited Accounting Program (AACSB 2016). Moreover, the upcoming changes to the Certified Public Accounting (CPA) Exam (i.e., part of the 2017 updates), will require candidates to use critical thinking and analytical skills (Tysiac, 2016) . In light of these requirements and changes within academia and the professional environment, this case was created to fulfill part of those requirements in a Principles of Auditing course.
In this case, students are required to conduct an initial assessment on a potential audit client and provide a wellsupported recommendation to the firm. Specifically, students are assigned a parent company, asked to gather data on it and upper management, and evaluate the information. Based on that evaluation students are to make an objective recommendation to the firm on whether to accept, accept and consider a risk-adjusted audit fee, or reject the client; they are also required to provide the reasoning or argument for the decision.
This case has many learning objectives. First, students will demonstrate their research and critical thinking skills and apply those skills by evaluating the information to make a judgment similar to that required of audit professionals. Second, they will create a memorandum that summarizes the obtained information and provide a well-supported recommendation. Third, students will understand and be able to communicate the various types of risk in the business environment. Finally, students' perspective will change from that of an accountant to that of an evaluator or auditor. Moreover, the case can be used to introduce professional skepticism and the importance of maintaining objectivity when making a judgment.
Implementation and Student Feedback
This case has been tested in a variety of forms for many years in graduate and undergraduate auditing courses in a large, southern university and in an undergraduate auditing course in a medium, mid-western university. Survey data was gathered over four semesters at a medium sized, mid-western University. 5 There were a total of 77 completed surveys out of 114 students (67.5 percent response rate) that were included in the analysis.
After adjusting the time limit for gathering research to two hours, students stated that they enjoyed working on the case. Most students feel that the case was a good way to find out how auditors make a decision about choosing their client and better understand the risk auditors face in the business environment.
Four questions were used to assess students' knowledge on specific topics after the case was completed (refer to the manipulation check questions in Appendix B). Overall, 76.6 percent of the students answered correctly what sources provide relevant and reliable data for making judgements. A very high percentage of students (87 percent) correctly identified the critical component in the Center for Audit Quality Judgment Framework. Eighty-three percent of the students identified reliable information as one that is verifiable and timely. Sixty-seven percent of the students correctly identified financial statement ratios are NOT a qualitative factor (is it a quantitative factor).
A survey listing ten variables were provided to the students wherein they were to indicate their impression of the case. The variables among others included usefulness of case studies as a tool, whether this case required critical analysis, whether the case provided a real life application of class learning, and whether the case helped them to better understand risk assessment.
The survey responses were collated. Results show that 29.9 percent of students strongly agreed and 67.5 percent of the students agree that they needed to use their critical reasoning skills in completing the case. Further, after completing the case, 24.7 percent (strongly agree) and 57.1 percent (agree) of the students report that they had a better understanding of the risk assessment procedures and the impact on performing an audit. These results are consistent with the objective of the case. The Clute Institute
Instructor Preparation
Prior to assigning the case, the instructor may need to review some of the online sites that are mentioned in the email message, which contains the case instructions. Appendix A contains a list of the companies that have been used in previous case assignments (contact the corresponding author if you need more companies). Students are randomly assigned a company and asked to contact the instructor if there are problems with obtaining information for the company. If a student informs an instructor that a company is delisted and are unable to find publically available information, please refer to Appendix A and suggest a company name that is not currently assigned to another student.
You may also choose to review online sources for current companies having financial difficulty, legal issues, or problems with/by upper management. The author refers to online sources for additional companies for this case (such as www.247wallst.com).
Solution
Perform a background check on the company and obtain comparison industry information.
Students will pull information on the industry and the specific company for three to five years. Based on that information, they should provide a summary of the industry in terms of the level of growth, potential reason for growth (i.e., recovering economy), average financial figures and ratios, and a list of competitors. They should obtain similar information on the assigned company and compare its performance to that of the industry and competitors.
As part of this section, students should provide a brief summary of the company and its history. This may include legal or financial issues and such. Depending on the size of the assigned company, there is a chance that students may not find much on the company if it is struggling financially and not maintaining the company website.
Collect background information, such as prior work experience, legal issues, charitable work, etc., on key upper management (e.g., CEO, CFO, President, etc.) of the potential client company.
In this section, students will obtain a list of names of the assigned company's upper management and seek information that signals their character. Students should find professional information about the upper management, but are not likely to find personal information unless it is the result of a legal issue (i.e. enforcement, divorce, etc.) or charitable work. Depending on the size of the company, students may not find any information on the upper management.
Determine risk events.
Certain information students have obtained on the company will signal high risk events that should be considered when assessing whether or not to accept, accept and adjust the audit fee higher, or reject the client. In past students' responses, this has been inconsistent performance or erratic patterns in the financial ratios or values, poor cash flow or cash flow management, fraud, legal issues (e.g., bankruptcy, litigation, strikes, labor law violations, etc.), professional issues (e.g., enforcement actions), high employee turnover in upper management positions, and unethical behavior of upper management.
Evaluate risk events and assign a value on the impact it has on making a judgment.
Based on the information that students find (examples in No. 3), students will select risk events which may be negative, neutral, or positive. In previous assignments, students have selected negative and positive information and entered the highest risk items into the risk assessment table first. After entering the information, students rank the risk event's impact on their judgment, five being the highest risk and one the lowest.
Evaluate risk events for the probability of occurrence that an audit procedure may not detect an issue and assign a value.
Sometimes, students have a little difficulty in assessing the probability of occurrence. This is not an issue if risk events of interest have already occurred or are in progress. However, this is not the case when the risk event is something that has been foreseen. For instance, one company had negative press for limiting its hiring to only attractive sales personnel. The student had difficulty thinking through the potential legal issues that were about to ensue. Near the end of that semester, we learned that litigation was in progress against the company.
Compute the risk level as the product of impact on decision and probability of occurrence.
After the impact on judgment and probability of occurrence has been determined, the values in each row are multiplied and entered into the third column, against the corresponding row. The information assists students in identifying at least one to two items that they can use to support their judgment.
Students are required to explicitly state whether they will accept a company, accept it but charge a higher fee in either dollar or percentage amount, or reject the company as a client. Students have expressed hesitation in making the recommendation. They are reminded that the audit partner is only asking for their suggestion or opinion and that it is important to provide good support for their opinions.
Create a memorandum.
Students that completed prior versions of this case recommended that submission requirements be included that clarify the length of the memorandum, type of citation, and submission format. This information has been included in the case for your convenience.
Potential Problems
Submission Length: In prior versions of the case, students have ranged from submitting up to 10 pages or as little as one, which used bullets. Thus, to assist students in being more concise yet clear, the requirements for each paragraph and the length of the memorandum were developed as part of the criteria in completing the case.
Research Length of Time: In the case, it states that students should spend no more than two hours conducting research on the assigned company. First, if students have not found information on the company within that time, considering the recommended sources, they may need to be assigned another company. Also, some students complained of spending too much time on research and that the cost outweighed the benefit of the assignment. After a discussion with students on how to improve the case, we came to the conclusion to recommend limiting the search to two-hours.
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